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POSTWARDEBT MANAGEMENT 


TT postwar planning thus far disclosed has neglected 

the important subject of debt management, a matter 
which is likely to transcend many of the topics now upper- 
most in the minds of the planners. Such limited discussion 
as the public debt has received, has dealt with general policy 
rather than with management. 

Debt policy and debt management are not wholly separ- 
able. In general, policy involves such broad questions as the 
attitude toward increase or decrease, toward redemption in 
a stable value equivalent as against repudiation by giving a 
worthless equivalent, toward the deliberate use of debt to 
bolster the economy and to create an illusory prosperity, 
and so on. z 

Debt management is a more technical subject. It involves 
such matters as the choice of debt forms, the arrangement 
of maturities, refunding when retirement is impossible or 
not called for by the debt policy, and the like. With respect 
both to new issues and refunding, it includes also deter- 
mination of the best approaches to the market, 

Regardless of the general debt policy adopted, the main- 
tenance of public confidence is essential unless everyone 
is to be forced to accept debt paper at the point of a gun. 
Skillful debt management will play an important part in 
the support of public confidence. In order to provide a 
basis for understanding what is involved in debt manage- 
ment, data relative to the public debt are presented in 
Table I. 

Since there can be no question at this time of debt re- 
tirement, it is evident that all maturing debt must be 
refunded. Refunding is the process of disposing of a matur- 
ing issue by putting out new obligations either for cash or 
in direct exchange against the maturing debt. Insofar as 

there is not an exchange, the cash realized is used to 
redeem the unexchanged portion. 





TABLE I 
MATURITIES OF DIRECT U. S. GOVERNMENT 
INTEREST-BEARING PUBLIC MARKETABLE 
SECURITIES AS OF JULY 31, 1944 


Amount in 


Maturing or 

Callable Within Millions Per Cent 
1 year $ 51,965 35.8 

1- 5 years 25,728 17.8 
5-10 years 35, 424 24.4 
10-15 years 9,830 6.8 
15-20 years 10,246 7.1 
Over 20 years 11,728 8.1 
Total $144,921 100.0 


Source: Compiled from Treasury Daily Statement, 
August 1, 1944. 


The magnitude of the immediate refunding problem is 
apparent from this table. By July 31, 1945, nearly $52 
billion of debt obligations will mature and must be taken 
care of by refunding. In the same period, a large amount 
of new borrowing must occur, Past experiences with war 
financing have demonstrated that the obligation to refund 
maturing debt while at the same time selling fresh loans, 
may be a source of embarrassment to the Treasury. The 
level at which difficulty may occur will depend both upon 
the volume of the country’s fiscal resources and the extent 
to which the market is free to make an independent ap- 
praisal of the government’s credit. 

There is no marked evidence of strain on resources, as 
yet, although the banks are operating on ratios of capital 
to deposits which would have been considered dangerous 
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in any other period. They are, moreover, so completely 
under government influence that no question of an inde- 
pendent judgment as to further debt expansion can arise. 

Nevertheless, the rapid increase of short-term debt is not 
an entirely wholesome factor. This growth has been due, 
thus far, principally to the large volume of Treasury bills 
and certificates, which account for almost $46 billion of 
the amount now maturing within one year. For the present, 
their refunding will be easy, since the bulk of them are 
held by banks and new paper will be regularly substituted 
for old. In the postwar period, consideration must be given 
to the reduction of this floating debt by refunding into 
longer maturities. 

A second type of data necessary to an understanding of 
the debt management problem is the ownership distribution 
of the debt, As of June 30, 1944, the outstanding interest- 
bearing securities issued by the United States were owned 
as shown in Table II. 

TABLE II 
OWNERSHIP OF DIRECT FEDERAL DEBT, 
AS OF JUNE 30, 1944 





Amount in 
Ownership Millions 

U.S. Government Agencies and Trust Funds 
Public marketable issues..............cccccccssecceeeeeeee $ 4,658 
Public non-marketable issues.............cs:ccseesseeee 10 
NII citi cascinssdicpinstisinsvonadaiheseoeenabliinigh 14,287 
STE 14,899 
| EET PE, $ 33,854 

Private Investors 

Public marketable issues......................:cs0ces0ee. $120,845 
Public non-marketable issues..................0000000- 44,845 
I cock cali cies os $199,544 


Source: Treasury Bulletin, July-August, 1944, page 47. 


The special issues include the securities held in the social 
security and other trust funds. The public non-marketable 
issues are the war savings bonds and the tax certificates. 
The significant fact revealed by this table is the large 
amount of the debt that is held by government funds and 
by the reserve banks. The dimensions of these holdings 
reduce by so much the magnitude of the debt management 
problem. 

The other important type of information relative to debt 
ownership is the distribution among the classes of private 
investors who hold the marketable issues. The non-market- 
able issues are all held by individuals except for the tax 
certificates which may be owned by corporations as well as 
by individuals. Table III, from the Treasury survey of debt 


ownership as of May 31, 1944, presents the latest avail- 
able data. 
TABLE III 
OWNERSHIP OF PUBLIC MARKETABLE ISSUES 
BY TYPE OF SECURITY, AS OF MAY 31, 1944 
Millions 


Held By 


|U. S. Govt. | 
Agencies, 
753 Insur- |Trust Funds 


Classification 














7,262 ance Com- | andF.R All Other 

Banks panies Banks Investors 

Treasury Bills........scccssse $ 3,637 | $ 8 | $ 8,490 | $ 1,630 
Treasury Certificates 

of Indebtedness...............- 13,160 $57 3,229 8,320 

Treasury Notes..........cso0 11,773 301 1,255 2,935 

Treasury Bonds......ccccecse 35,689 14,718 5,293 16,838 

Other Bonds...........ccccsccscsseseeen 14 1 35 146 

| ER Ne MASON $64,273 | $15,585 | $18,302 $29,869 


Source: Treasury Bulletin, July-August, 1944, page 49. 


The total of marketable issues accounted for in Table III 
is $128,028 million. Somewhat more than half of this total 
was owned by banks on the date of the survey. In terms 
of the entire direct federal debt shown in Table II, the 
bank holdings were not quite one-third. 

Since the war borrowing must go on for another year 
or so, and since there is, unfortunately, ample prospect of 
substantial deficits during the demobilization and recon- 
version period, the debt aggregate at the beginning of the 
postwar normal period will stand far above the figures 
given in these tables. Neither the amount nor the owner- 
ship distribution of the debt at that time can now be 
forecast with any reliability. The estimates usually offered 
range from $275 to $300 billion, and few would be rash 
enough to issue a serious challenge against those figures. 

It is clear, however, that the holdings of all classes of 
owners shown in Table III must rise. In this connection, 
however, the problem of postwar debt management is 
somewhat in conflict with the theories of the soundest 
distribution of the debt, That is, the refunding task would 
be reduced to its simplest proportions if all, or a large 
part of the debt, were owned by the banks. If this were 
the case, the banks would be told what kind of refunding 
bond they were to get in exchange for each maturing issue. 
Government control is such as to leave the banks little 
choice but to accept. But in the interest of inflation control, 
it is desirable to avoid bank financing of the war costs in 
the greatest degree possible. The success of the efforts to 

avoid bank financing is shown by the fact that private inves- 
tors other than banks held $45.4 billion of the marketable 
issues as of May 31, 1944, (Table III) while individuals 
held $44.8 billion of the non-marketable issues as of 
June 30, 1944 (Table II). 
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In addition to the task of whittling down the floating 
debt, the principal problem of postwar debt management, 
which is obviously a refunding problem, involves also a 
question of policy. It is the question whether to seek the 
maintenance of a wide-spread diffusion of ownership or to 
let the succession of refunding issues gravitate into the 
banks. 

The latter alternative has had some support, mainly on 
the ground that it would thereby be possible to reduce the 
annual interest cost. The thought is that the banks could 
be required to absorb refunding issues at interest rates as 
low as 1 per cent. In view of the postwar debt magnitude 
and the necessary interest costs, the proposal to adopt a 
scheme under which the interest charge could be cut by 
upwards of 50 per cent is appealing. 

But the process of transferring the debt to the banks 
through a refunding of the bonds held by individuals would 
mean a resort to the credit inflation which has been so 
strenuously resisted during the war. This process is clear. 
For example, suppose that $1 billion of Series E bonds are 
presented for redemption. To provide the funds, suppose 
that the Treasury sells that quantity of Treasury bonds to 
the banks. The government’s deposit balance rises by $1 
billion after the sale, and these deposits are transferred to 
the holders of the redeemed Series E bonds. 

Insofar as the holders of the redeemed Series E bonds 
carried the proceeds in their respective individual deposit 
accounts, the result would be an expansion of bank deposits 
by $1 billion and a proportionately increased strain on 
bank reserves. 

On the other hand, the redemption process might event- 
uate in a larger outstanding total of Federal Reserve notes. 
Many holders of Series E bonds do not have bank accounts 
and they would naturally take the redemption proceeds in 
paper money. But again, if the process were to occur on 
a large scale, the rise in Federal Reserve notes could be 
such as to press upon the gold reserve which the reserve 
banks must carry against notes. 

In either case, the redemption procedure would be one 
which converted government debt into bank debt in the 
form of deposits or notes. In these forms, the proceeds of 
redemption are highly liquid and spendable. The effect on 
prices could be serious unless there were a marked lis- 
position to save or hoard rather than spend. 

The extent to which this disposition would prevail would 
depend in part upon the confidence which the people gen- 
erally had regarding the validity of the monetary unit and 
the stability of prices. At bottom, this confidence must be 
based on a belief in the stability of the government credit. 

Thus, the problem of debt management involves again 
broader issues of fiscal policy. That is, there can be a 
technical redemption, in the manner outlined above, by 
monetizing the debt, or there can be a bona fide debt 


retirement by the levy and application of taxes for this 
purpose. 3 

With respect to the choice of procedures, the answer 
clearly is that only through taxation and debt retirement can 
the government truly and effectively safeguard its credit. 
But taxation is hard to take, while redemption through the 
expansion of bank credits is easy, and at first, painless. 
The later use of severe taxation in an effort to curb the 
inflation generated by debt monetizing, a course advocated 
by the compensatory spenders, would probably be as difh- 
cult, politically, as would be taxation for debt retirement 
in the first place. 

If the banks were free to exercise independent judg- 
ment they would no doubt reject any plan to transfer the 
bulk of the debt into their portfolios at a nominal rate of 
interest. They would do this, not simply because they 
wished to earn more through higher interest rates but 
because they would recognize the risk involved. 

This raises another issue of debt policy which is asso- 
ciated with debt management. Is it good to lose all basis 
for an independent check on the quality of the govern- 
ment credit? In this writer's opinion, that would be most 
unfortunate, In a certain technical sense, the claims made 
by the Treasury and by other agencies regarding the unim- 
peachable quality of the federal creJit are correct. That is, 
any holder of a federal obligation to pay $25 or $1,000 
on a certain date, or on demand, can be sure of getting the 
requisite number of dollars. If this obligation is payable at 
some future date, the holder can have no assurance of 
what those dollars will then represent in purchasing power. 
The great value of an independent appraisal of these pros- 
pects is that it tends to prevent resort to such debt and 
spending practices as, in the view of the prospective 
lenders, are likely to result in a serious loss of redemption 
value. 

An abnormal and arbitrary reduction of interest costs 
out of line with what is generally regarded as an adequate 
reward for the effort of saving and the risk of the invest- 
ment would be a strong temptation to continue the increase 
of the debt. This argument was used during the 1930's 
when the low annual charge was frequently cited in defense 
of the steady advance of principal. It has been the seductive 
but fallacious basis of perpetual debt everywhere. As long 
as no taxes need be levied for debt payment, the only bud- 
getary cost of debt is the annual interest. Therefore, the 
amount of principal can be expanded, and it usually has 
been to a level at which even the carrying charges become 
back-breaking. And if the debt is never repaid, this load 
must be carried forever, or until removed by a general 
repudiation. 

Perhaps the question of a perpetual debt would not be 
greatly affected by the ownership distribution, although it 
seems likely that it would be easier to put the idea over if 
the banks held most of it than if the people owned it. If 
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this be the case, then those who oppose a perpetual debt 
should insist on a policy of debt management which would 
keep out of the banks as much of the debt as possible. The 
importance of preventing an inflation which would destroy 
the value of the debt also points to this conclusion, as does 
the desirability of retaining an independent check on the 
quality of the public credit. 

To do this, however, requires that the debt refunding 
be on terms of interest rate, maturity and redemption sched- 
ules that will be attractive to the people. If the citizens 
generally are to expand their holdings of the debt, they 
would do so, ordinarily, out of current income. As long as 
it were a process of refunding, whereby maturing debt held 
by banks and other institutions were redeemed out of cash 
supplied by fresh individual purchases, there would be no 
net effect on the funds available for investment, although 
the direction of the use made of the funds released through 
such redemption could be different than it would have been 
in the hands of the original savers. 

An aggressive program to spread ownership of the debt 
even more widely among the people than at present would 
afford other advantages. Large numbers of persons, in all 
many millions, have taken their first steps in regular syste- 
matic saving through the war bond purchase program, They 
have done this under the patriotic urge, coupled with vari- 
ous degrees of social and moral suasion. Despite all the 
foolish talk about the vice of oversaving and the virtue of 
consumption, the habit of thrift, of saving something out 
of current income, is an excellent one which should be 
encouraged. More emphasis has been laid than should have 
been on the fact that the war savings bonds can be cashed 
in a lump, after the war, for any purpose from a big spree 
to the purchase of any sort of available consumer or capital 
goods. It is time to shift this emphasis to the advantage and 
desirability of keeping the war bonds to maturity, and of 
regarding them as an addition to capital rather than as an 
addition to one’s spending money, except for real emer- 
gency purposes. 

If the debt refunding program is to be pointed toward 
the maintenance of widespread individual ownership, types 
of securities must be devised that will compete with the 
other possible uses of individual income. Since the war-time 
pressures on individuals to buy bonds will no longer be 
available, the most effective form of competition for indi- 
vidual savings will be the rate of return offered. 

A policy of more liberal interest return would conflict 
with the situation in which the banks and the Treasury are 
now involved, unless steps were taken, as they can be, to 
avoid a conflict. The banks now hold huge amounts of 
Treasury bonds which were bought at prices that represent 





a fairly low net return, The yield on taxable Treasury 
bonds has varied, since December 1941, between 2.43 and 
2.49 per cent. If marketable securities were to be issued 
at rates to yield appreciably more, the present holdings 
would decline in value and the banks would lose heavily 
unless the present values were underwritten by the govern- 
ment in some way, 

The solution would appear to be in the development of 
non-marketable securities. On such paper held to maturity, 
higher yields are now earned than can be secured on 
Treasury bonds. There is no reason why still higher yields 
cannot be allowed on new bonds, whether of the Series E 
type or the non-marketable coupon or registered bond type. 
True, such a policy would mean an increase in current in- 
terest costs, but this would not be too high a price to pay to 
secure widespread individual ownership of the debt under 
conditions that would minimize its inflationary poten- 
tialities. 

Such diffusion, if it could be secured, would be the best 
evidence of general confidence in the debt. To preserve this 
confidence, more is required than some revision of the in- 
come yield. There must be assurance of stability of the 
redemption medium, and the fact that the debt financing 
did not depend in any large degree upon bank credit would 
be the best possible basis of this assurance. Further, there 
must be a general acceptance of the validity of the uses 
of debt funds. Such a question would not ordinarily arise 
unless there were to be an increase in the debt outstanding. 
The fiscal medicine men have persuaded their camp fol- 
lowers and fellow travellers that the country can become 
richer by owing more money to some one. It is doubtful 
if many of those who have to work for their income have 
fallen for this doctrine. 

Finally, there can hardly be good debt management with- 
out one particular element of good debt policy, namely, a 
sober and serious effort to reduce the outstanding amount 
by redemption, Any debt is a claim against income or 
values owned or created by the debtor. The public debt is a 
claim against the nation’s taxable capacity. With a general 
diffusion of the debt, it would be apparent that the people 
were bearing taxes because of the debt, and that the sensible 
thing would be to get relief from this burden by discharg- 
ing it as promptly as possible. Widespread debt ownership 
would be an important factor in holding to a course of 
steady redemption according to the terms of the bond. This 
is not the least of the reasons for proposing such degree of 
ownership as the major goal of postwar debt management. 


HARLEY L. Lutz 
Professor of Public Finance 
Princeton University 








